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NOTE AND COMMENT 



Payment of Dividends Out of Capital of Corporations and the Nature 
of Treasury Stock. — For a long time New Jersey has been considered the 
home of the "trusts." It has been the popular view that all sorts of institu- 
tions could be organized under the New Jersey Corporation Law of 1896, 
without any adequate supervision over their relations to their shareholders, 
the public, or the state, or any check upon many disreputable practices. It 
has been the opinion of the writer that when several of the provisions of the 
New Jersey law came before the courts for consideration, they would be 
found to be inconsistent with many of the schemes practiced by those who 
organized corporations under that law. The devices and contrivances of busi- 
ness men and promoters are always ahead of the actual development of the law, 
while "trusty justice in the courts follows after with slow and measured tread," 
and the schemes of men are often found to have gone awry. Notwithstanding 
the unfortunate decisions — if the writer may express his opinion — of the 
Trenton Potteries Company v. Oliphant, 58 N. J. Eq. 507, 78 Am. St. R. 612, 
46 L. R. A. 255, 43 Atl. 723, Wrrxus Corp. Cas. 981 (1899), and Hodge v. 
U. S. Steel Corp., 54 Atl. 1, 1 Mich. Law Rev. 665 (1903), the New Jersey 
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courts have recently rendered several strong decisions having a wholesome 
tendency to check practices that are usually felt to be unwise, if nothing more. 
Of these special mention should be made of Warren v. Pirn (1904), — N. J. C. 
— , 59 Atl. 773, validity of voting trusts, and See v. Heppenheim (1905), 
— N. J. C. — , 61 Atl. 843, 4 Mich. Law Rev. 220, 526, right of creditors to 
hold shareholders liable, as on unpaid stock, when issued for property valued 
on basis of prospective profits. 

We have now two other cases just decided by the Court of Errors and 
Appeals. The first is Siegman v. Electric Vehicle Co., March 4, 1907, relating 
to the declaration of dividends out of capital instead of profits. The second 
is Knickerbocker Importation Co. v. State Board of Assessors, decided the 
same date, and relating to the issue of treasury stock. The first will make 
directors careful about paying dividends out of capital, and the second will 
tend to check the improvident issue of treasury stock without some real 
substance back of it. 

The opinion in the first case is by Pitney, J. The General Corporation 
Act provided that in January of each year the directors should declare and 
pay a dividend of the whole accumulated profits, in excess of such reserved 
sum as was fixed by the shareholders as working capital, and that "No cor- 
poration shall make dividends except from the surplus profits, * * * nor in 
any way pay to the stockholders * * * any part of its capital stock, or reduce 
its capital stock except according to this act, and in case of any violation 
* * * of this section, the directors [so doing] shall be jointly and severally 
liable at any time within six years * * * to the corporation and to its cred- 
itors in the event of its dissolution or insolvency, to the full amount of the 
dividend * * * so paid out, etc." 

Plaintiff as a stockholder suing on behalf of himself and all other stock- 
holders, filed his bill against Mr. Kissel, one of the directors who, in 1899, 
declared and paid two dividends to the amount of $325,000 out of the capital 
of the company. The plea of the defendant, not denying this, set out that 
in 1903, when the plaintiff demanded of an entirely new board of directors 
that they bring suit to recover these dividends, they referred the matter to a 
committee, which, after thorough investigation, reported that the claim was 
without substance, no action should be brought or could be maintained, and 
if so it would be unfair to directors and against the best interest of the com- 
pany; the directors approved this, found the dividends were declared fairly 
and in good faith, and refused to bring suit unless the shareholders so 
ordered. On request of plaintiff a shareholders' meeting was called to con- 
sider the matter, and after excluding the vote of the offending directors, 
124,759 shares were voted against, and 650 shares in favor of, bringing the 
suit, all of which was stated to have been done in good faith. This plea was 
overruled, and defendant was ordered to answer the bill. In affirming this 
decision, the higher court holds that while it is ordinarily within the power 
of the board to determine whether a surplus exists, it cannot by making a 
mistake in this give itself or the corporation a power that is withheld; that 
this amounts to a reduction of stock, which by the statute can be done only 
in a certain prescribed way; that this act is not merely ultra vires as 
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unauthorized, but ultra vires because prohibited; the prohibition is addressed 
not merely to the directors but to the company. "Nothing less than the 
unanimous voice of the stockholders can sanction the violation of a statutory 
prohibition even when the prohibition is intended for the protection of the 
stockholders only. Where it is intended for the protection of the public as 
well * * * it is not easy to see how even the unanimous consent of the stock- 
holders may give sanction." It would seem from this interpretation that the 
directors are liable to the corporation, without regard to its solvency or 
insolvency, for that matter was not referred to. Nothing is said or sug 
gested as to whether the directors who have to return to the' corporation the 
amount of the dividend so paid out, can recover the same from the share- 
holders who have received them, or whether the latter may keep them. The 
decision is based wholly upon the terms of the statute. 

Upon- this latter point — whether shareholders will be required to refund 
such dividends as are paid out of capital by the directors, but received by the 
shareholders in good faith, supposing they were paid from profits — it was 
held by Mr. Justice Peckham in McDonald v. Williams (1899), 174 U. S. 
397, Wilgus, Corp. Cas. 1981, that the receiver could not recover such from 
the shareholders, whether they were paid before or after insolvency; and 
that this was true notwithstanding the provisions of § 5204, R. S. of U. S., 
relating to National banks, saying, "No association, or any member thereof, 
shall during the time it shall continue its banking operations withdraw, or 
permit to be withdrawn, either in the form of dividends or otherwise, any 
portion of its capital." The court intimated that the directors should be held 
personally liable. A similar view was taken in Dykman v. Keeney ( 1899) , 160 
N. Y. 677, 54 N. E. 1090, and In re National Bank of Wales (1899), 68 L. .T. 
Ch. 634, 81 L. T. R. (N. S.) 363. The rule is the other way, if the share 
holder receives the dividends with knowledge that they are improperly paid 
out of the capital. Grant v. Southern Contract Co. (1898), 20 Ky. L. R. 960. 
47 S. W. 1091 ; Davenport v. Lines (1899), 72 Conn. 118, Wilgus, Corp. Cas. 
1980; Davenport v. Lines (1905), 77 Conn. 473, 59 Atl. 603 

In the other recetit New Jersey case referred to above — Importation Co. v. 
Assessors, the opinion was by Judge James B. Dill, reversing the judgment 
of the Supreme Court, 62 Atl. 266. The plaintiff company was organized in 
1903 for the importation and sale of wines and liquors, but with no special 
power to purchase, hold or reissue shares of its own capital stock, which was 
fixed at $500,000, all of which, at the organization of the company, it was 
agreed should be issued to the Cazanove Champagne Co. for all the latter's 
"rights and everything," and subject to its liabilities; as a part of the same 
transaction the Champagne Co. agreed to turn back immediately, upon its 
its receipt, to the Importation Co., $371,800 of the stock so received, to be 
held, and sold as needed, as treasury stock full paid and non-assessable, of 
the Importation Co. This was done, so that in fact the Champagne Co. 
received only $128,200 of the par value of the stock of the Importation Co., 
for the property turned over to that company, which thereupon declared its 
whole issue of $500,000 as full paid and non-assessable, and so reported to the 
State, at the same time crediting itself upon its books with $500,000 of prop- 



NOTE AND COMMENT 453 

erty against its stock, and with surplus assets of $371,800 in treasury stock — 
the usual book-keeping trick of making $128,200 worth of property appear to 
be equal to $871,800. This seemed to be all right until the State Board of 
Assessors assessed the franchise tax of one-tenth of one per cent upon the 
$500,000 instead of upon that sum less the treasury stock, which the Import- 
ing Co. claimed "cannot be considered as outstanding.'' It had already been 
ruled that a binding subscription to corporate stock fixed the basis of the 
franchise tax, whether the issue was valid, or for value or not (American 
Pig Iron Storage Co. v. Assessors, 56 N. J. L. 389; Storage Battery Co. v. 
Assessors, 60 N. J. L. 66), and so the defendant Assessors claimed, (1) that 
stock once issued remains outstanding until called in and canceled according 
to law; and (2) that the plaintiff company could not legally acquire, by pur- 
chase or gift, its own shares for the purpose stated, for such was not "a 
legitimate corporate purpose," within the implied authority to acquire its own 
shares for some purposes, admitted to exist under the corporation law (Chap- 
man v. Ironclad Rheostat Co., 62 N. J. L. 497 ; Berger v. U. S. Steel Corp., 63 
N. J. Eq. 809; Oliver v. Ice Co., 64 N. J. Eq. 597), — the burden of showing the 
legitimacy of the transaction being upon the plaintiff. 

The court ruled squarely in favor of the Assessors upon both points, 
saying as to the first, "Stock once issued is and remains outstanding within 
the purview of the Franchise Tax Act, although owned by the corporation 
issuing the same, until retired and canceled as provided by statute for the 
reduction of capital stock," and relying upon the decision of the Supreme 
Court in American Pig Iron Storage Co. v. Assessors, 56 N. J. L. 389, hold- 
ing that the insertion of "issued and outstanding," after "capital stock," in 
the former law had not changed it, and upon the case of Siegman v. Electric 
Vehicle Co. (see above), to the effect that dividends cannot be paid out of 
capital. 

As to the second point the court says the Champagne Co. subscribed for 
$500,000 of the stock, and could not, even by consent or connivance of the 
Importation Co., discharge itself of the liability to pay its subscription in full 
by paying a less sum either in money or property. There is no adequate 
proof of dollar for dollar value in the property received by the Importation 
Co. for the stock issued therefor; $128,200 of stock is the net consideration 
the Champagne Co. received for the property transferred; neither book 
keeping nor resolutions of a board of directors creating values can be 
accepted as the equivalent of the proof of bona fide value required by the 
statute where stock is issued for property purchased; judged by either the 
"good faith" or "true value" rules, the proofs in this case do not make out 
the legality of this transaction. "We are forced to the conclusion that the 
record does not demonstrate a 'legitimate corporate purpose,' in the subscrip- 
tion, issue and return of this stock. The law, therefore, declares such tran- 
sactions invalid. (Morawetz on Private Corporations, §112, 2d Ed; see 
Maryland Trust Co. v. National Mechanics Bank, — Md. — , 63 Atl. 70.)" 

The issue of treasury stock, after the plan adopted in the case above, has 
become quite common. There is considerable difference of view upon the 
validity and effect of such stock, especially as regards creditors. Such a 
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method of issuing stock has been held valid as to creditors in Otter v. Bre- 
voort Petroleum Co. (1867), 52 Barb. N. Y. 247; Lake Superior Iron Co. v. 
Drexel (1882), 90 N. Y. 87; Davis Bros. v. Furnace Co. (1892), 101 Ala. 127; 
Kelly Bros. v. Fletcher (1894), 94 Tenn. 1; American Tube & Iron Co. v. 
Gas Co. (1895), 165 Pa. St. 489; Procter Land Co. v. Cooke (1898), — Ky. 
— , 44 S. W. 391, and in a suit by a shareholder to enjoin the issue of such 
stock at less than face value, Mosher v. Sinnott (1905), — Colo. — , 79 Pac. 
742. In all the foregoing cases the court in some way came to the conclusion 
that the whole stock so issued was issued in good faith and was full paid. 
It is difficult to understand how the courts reach such conclusions when there 
is a single transaction in which the owner of property agrees to sell his 
property for the whole issue of the capital stock of a corporation, and at the 
same time agrees to give back to the company half or more of the stock he 
receives. It is a credulous person that believes the seller really thinks his 
property is worth more than the stock he keeps, and it is rare to find a 
person who is so very liberal as to actually donate any large part of any 
property he really thinks worth anything to a private corporation. Such 
cases as Morrow v. Iron & Steel Co. (1889), 87 Tern. 262, 10 Am. St. R. 
658, 2 Keener' s Corp. Cas. 989; Ailing v. Wenzel (1890), 133 111. 264, 24 N. 
E. 551 ; Coleman v. Howe (1894), 154 111. 458, 45 Am. St. R. 133, and the case 
under review, in the writer's opinion, come much more nearly holding in 
accordance with actual, instead of simulated, facts. H. L. W. 



Duty of a Managing Director of a Corporation to an Individual Share- 
holder. — An interesting case has recently been decided by the Supreme Court 
of the Philippine Islands, growing out of the sale of the friar lands, and upon 
the duty of a director, who purchases stock of a shareholder, to give such share- 
holder, without request, information concerning matters known to the direc- 
tor, but unknown to the shareholder, which make the stock much more 
valuable than it is supposed to be. The case is Strong v. Gutierrez, 5 Official 
Gazette, p. 72, January 30, 1907. Mrs. Strong, the plaintiff, was the owner 
of 800 shares in the Philippine Sugar Estates Development Company, Lim- 
ited, an anonymous society formed under the Code of Commerce to hold the 
Dominican friar lands. Gutierrez was the owner of 30,040 of the 42,030 
shares of the company, and was also its managing director. During the 
negotiations with Governor Taft for the purchase of the friar lands — July to 
October, 1903, — the defendant represented the company, without formal 
authority of the society, but after informal discussion at the directors' meet- 
ing. The fact that the negotiations were going on, and that the defendant 
represented the company, were generally known, and were known to the 
plaintiff and her agent. July 5, 1903, the defendant received an offer for the 
lands of the company which was to remain open for acceptance by the 
defendant till the end of October, 1903. This offer was such as to make the 
800 shares of the plaintiff worth $129,664, Mexican currency. Near the end 
of October, Governor Taft made a higher offer, and the land was actually 
sold at a price making the 800 shares worth $181,504, Mexican currency. 



